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FISCAL CONSOLIDATION: HOW MUCH, HOW FAST AND BY WHAT MEANS? 

 

Abstract / Résumé 

International capital mobility:  
Which structural policies reduce financial fragility? 

 The structure of a country’s external liabilities, as well as the extent and nature of its 
international financial integration are key determinants of its vulnerability to financial crises. This is 
confirmed by new empirical analysis covering OECD and emerging economies over the past four 
decades. For example, a bias in gross external liabilities towards debt has raised crisis risk. The same 
holds for "currency mismatch" which refers to a situation where a country's foreign-currency 
denominated liabilities are large compared to its foreign-currency denominated assets. In addition, 
international banking integration has been a major vector of contagion, and even more so when cross-
border bank lending was primarily short-term. Vulnerability to contagion has been lower when global 
liquidity has been abundant, underlining the importance of major central banks ensuring ample 
international liquidity at times of financial turmoil. 

 Structural policies can increase financial stability, typically through their effects on the 
composition of the external financial account or on the vulnerability to contagion-induced financial 
shocks. Lower barriers on foreign direct investment and lower product market regulations have 
increased financial stability by shifting external liabilities from debt towards FDI. In contrast, tax 
systems that favour debt finance over equity finance have undermined stability by increasing the 
share of debt, including external debt, in corporate financing. Targeted capital controls on inflows 
from credit operations have reduced the impact of financial contagion, not least by shifting the 
structure of external liabilities. Stricter information disclosure rules or capital requirements, and 
strong supervisory authorities have also reduced countries' financial crisis risk. 

JEL classification codes: E44; F34; F36; G01; G18; G32 
Keywords: structural policies; financial stability; banking crises; bank balance sheet; contagion; 
financial account; debt; capital controls; banking regulations; asset mismatch; financial integration. 

++++++ 

 Flux de capitaux internationaux :  
quelles politiques structurelles réduisent la fragilité financière ?  

La structure des engagements externes des pays, ainsi que l’ampleur et les différentes formes de 
leur intégration financière internationale, sont d’importants facteurs de vulnérabilité aux crises 
financières. Ceci est confirmé par une nouvelle analyse empirique couvrant les pays membres de 
l’OCDE et les pays émergents pendant les quatre dernières décennies. Par exemple, un biais des 
engagements externes vers la dette a augmenté les risques de crises. De même, un excès 
d’engagements libellés en monnaie étrangère par rapport aux créances libellées en monnaie étrangère 
a accru les risques de crises. En outre, l’intégration bancaire internationale a été un important vecteur 
de contagion, d’autant plus que la part de la dette bancaire de court-terme était importante. La 
vulnérabilité des pays à la contagion a aussi été moindre lorsque la liquidité globale était abondante, 
ce qui souligne l’importance d’une réaction des banques centrales assurant un niveau de liquidité 
internationale élevée lors des périodes d’instabilité financière. 

Les politiques structurelles peuvent contribuer à accroître la stabilité financière, tant par leurs 
effets sur la structure des engagements externes que par leurs effets sur la vulnérabilité aux chocs 
financiers liés aux épisodes de contagion. De faibles barrières aux investissements directs étrangers 
ainsi qu’une réglementation des marchés de produits favorable à la compétition ont contribué à la 
stabilité financière en modifiant les engagements externes des pays vers les IDEs au contraire de la 
dette. En revanche, les systèmes de taxation qui favorisent le financement par la dette au détriment 
des investissements de capitaux ont contribué à réduire la stabilité financière en augmentant le 
financement des entreprises par la dette, y compris la dette externe. Des mesures ciblées de contrôle 
des flux de crédits ont contribué à réduire les effets de contagion financière, notamment en modifiant 
la composition des engagements internationaux. Des règles plus strictes quant à la divulgation des 
résultats financiers et quant aux fonds propres requis, ainsi qu'une plus forte supervision des 
autorités ont aussi réduit les risques de crises financières. 

Codes JEL : E44; F34; F36; G01; G18; G32 
Mots-clés : politiques structurelles ; stabilité financière ; crises bancaires ; compte financier ; dette 
externe ; contrôle des flux de capitaux ; réglementation bancaire ; excès de demande d’actifs sûrs ; 
intégration financière. 
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Figure 1. External liabilities in the form of debt and crises in neighbouring countries  
increase the risk of financial crisis  

 

Note: Simple descriptive statistics based on data covering 184 countries from 1970 to 2007 for gross external debt as a 
percentage of total external liabilities and episodes of systemic banking crisis taken from Laeven and Valencia (2010). Low, 
medium and high external debt is defined based on the 33rd and 66

th
 percentiles of the external debt to external liabilities ratio 

for each year. Systemic banking crises are defined based on both significant signs of financial distress in the banking system 
and policy interventions in response to such distress. Crisis in neighbourhood refers to the geographically closest 
5 neighbouring countries, and indicates whether any of them experienced a crisis in the previous period. 
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Figure 2. Share of external debt in total external liabilities 

 

Source: Ahrend and Goujard, 2011. 
 12http://dx.doi.org/10.1787/888932637576 
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Figure 3. Financial variables including financial account structure display specific patterns 
around systemic banking crises 

Development of selected variables around financial crises, relative to those countries  
that did not suffer a financial crisis 

 
Note: The solid lines show the average path of the variable of interest around banking crises, which is computed by regressing 
the respective variable of interest on dummy variables corresponding to ten years before a banking crisis and up to ten years in 
the aftermath of a crisis, controlling for country and year fixed effects. The dashed lines represent the 90% confidence interval 
adjusted for heteroskedasticity and within-country autocorrelation. Countries with no banking crisis are included in the control 
group. 
1. International debt issues comprise all foreign currency issues by residents and non-residents and all domestic currency 

issues launched in the domestic market by non-residents. Domestic currency issues launched in the domestic market by 
residents and targeted at non-resident investors are also considered as international issues. 

2. The currency mismatch takes values between -1 and 1. 0 indicates a financial account insensitive to domestic currency 
devaluations and 1 indicates a financial account over-exposed to domestic currency devaluations (Lane and Shambaugh, 
2010). 

Source: Ahrend and Goujard, 2011. 
 12http://dx.doi.org/10.1787/888932637595 
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Figure 4. A high debt share and large currency mismatch increase crisis risk 

Countries' annual probability of systemic banking crisis 

 

Note: Bars represent, for two possible levels of the share of debt in external liabilities (the currency mismatch), the annual 
probability of suffering a systemic banking crisis. OECD countries are split into two equally-sized groups based on the size of 
their share of debt in external liabilities (currency mismatch). The low share of debt in external liabilities (low currency 
mismatch) is defined as the average across the low debt-share (low currency mismatch) group, with the high share of debt in 
external liabilities (high currency mismatch) being defined correspondingly. 

Source: OECD calculations based on Ahrend and Goujard (2012a). 
 12http://dx.doi.org/10.1787/888932637614 
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Figure A. Financial integration and financial crisis risk 

Average co-movements across country pairs during the global financial crisis 

 

Note: Co-movements are measured using the product of the daily return in country i with the daily return in country j. The solid blue 
line represents the 90 day lagged moving average over all country pairs. Lines in June 2007, September 2008 and July 2009 
represent key crisis dates (Didier et al., 2011; Cetorelli and Goldberg, 2011). 

Source: Ahrend and Goujard (2012b). 
 12http://dx.doi.org/10.1787/888932637766 
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Figure A. Contagion affected emerging European and advanced countries  
relatively more during the recent crisis 

 
Note: Each bar represents the contagion shock a region has been subjected to, calculated as the aggregated sovereign rating 
downgrade of its creditors. The percentage point increases in the size of the contagion shocks shown on the y-axis correspond to 
equivalent percentage point downgrades in sovereign ratings. See Ahrend and Goujard (2011) for further details. 
Source: OECD calculations based on Ahrend and Goujard, 2011. 
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Figure 5. Bank debt, especially when short-term, increases financial fragility 

Countries' annual probability of systemic banking crisis 

 

Note: Bars represent, for two possible levels of (short-term) bank debt, the annual probability of suffering a systemic banking 
crisis when hit by the median-sized bank balance sheet shock observed in 2008-09 during the global financial crisis. OECD 
countries are split into two equally-sized groups based on the size of their (short-term) bank debt. Low (short-term) bank debt is 
defined as the average across the low (short-term) bank debt group, with high (short-term) bank debt being defined 
correspondingly. 

Source: OECD calculations based on Ahrend and Goujard (2012a). 
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Figure A. Across countries the home bias decreases with the level of financial development 

2006 

 
Note: Sample includes OECD and emerging countries reporting to the IMF CPIS; financial development is defined as the ratio of bond 
market capitalisation to GDP; home bias is defined as the logarithmic deviation of foreign bond holdings from those predicted by a 
simple Capital Asset Pricing Model. 

Source: OECD calculations based on Ahrend and Schwellnus, 2011. 
 12http://dx.doi.org/10.1787/888932637804 
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Table A. Financially less-developed countries hold a lower share of their total portfolio  
in assets from the US or other "safe-asset producing" countries 

Portfolio debt securities in 2005, % 

 USA Other "safe-asset producing" countries
2 

 Total portfolio shares (in %) 

Financially less developed
1 

2.2 1.2 

Financially more developed
 

5.7 4.5 

 Foreign portfolio shares (in %) 

Financially less developed
 

34.9 15.0 

Financially more developed 18.1 20.6 

1. Sample split based on the ratio of bond market capitalisation to GDP. 
2. Australia, Germany, Switzerland and the United Kingdom. 

Source: OECD calculations based on Ahrend and Schwellnus (2011). 
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Figure 6. Restrictive regulations on FDI have increased crisis risk 

Countries' annual probability of systemic banking crisis 

 
Note: Bars represent, for two possible levels of FDI restrictiveness, the annual probability of suffering a systemic banking crisis. 
OECD countries are split into two equally-sized groups based on their levels of FDI restrictiveness. High FDI restrictiveness is 
defined as the average across the high FDI restrictiveness group, with low FDI restrictiveness being defined correspondingly. 

Source: OECD calculations based on Ahrend and Goujard (2012a). 
 12http://dx.doi.org/10.1787/888932637652 
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Figure 7. Lower inflow restrictions on credit operations have led to sizeable increases in 
external bank debt 

External bank debt as a share of GDP 

 
Note: Bars represent, for two possible levels of openness to inflows from credit operations, the different levels of bank debt (as 
a share of GDP) that arise from a two-year period of having different regimes for credit operation inflows. OECD countries are 
split into groups based on their openness to inflows from credit operations. 

Source: OECD calculations based on Ahrend and Goujard (2012a). 
 12http://dx.doi.org/10.1787/888932637671 
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Table 1.  Effects of structural policies on financial fragility by channel of impact 

  Source of financial crisis risk 

 
Overall 
effect 

Financial account 
structure conducive to 

crisis risk 

Other non-contagion 
influences on crisis risk 

Contagion 
risk 

Externally-oriented policies:     

Lower FDI restrictions  ↓   

Targeted capital controls  ↓  (↓
3
)
 

More flexible exchange-rate regime ?  ↑  (↓
2
) 

Domestically-oriented policies:     

Lower product market regulation  ↓   

Lower tax system distortions towards debt 
financing; greater use of tax treaties 

 ↓   

Stricter macroprudential regulation  ↓ ↓ ↓
3 

Lower budget deficit / public debt     

Higher institutional banking sector 
development 

 ↑  ↓
3 

Higher institutional securities markets 
development 

?
 

↑  ↓
2 

Stricter banking supervision  ↑ ↓ ↓
2 

Sound banking regulation    ↓
1 

Lower financial sector leverage    ↓
3 
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Figure 8. Financial account structure of selected countries in 2007  

Panel A. In 2007, commodity-exporting countries generally had a safer, and countries  
with a large financial sector, a riskier financial account structure than the typical OECD country  

Financial account related risk factors to financial stability 
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Figure 8. Financial account structure of selected countries in 2007 (cont.) 
Panel B. Countries with large current account surpluses prior to 2007 generally had a safer, and countries  

with large current account deficits a riskier financial account structure than the typical OECD country 
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Note: For each variable, a larger value indicates a riskier financial account position. Indicators are measured in multiples of the 
standard deviation across countries for the variable in question. Each variable is presented for the country in question, 
compared to the OECD median (which is normalised to zero).  
Source: Ahrend and Valdivia (2012). 
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Figure 9. In 2007, the financial account structure of the BRIICS was more conducive  
to financial stability than that of the OECD 

Financial account related risk factors to financial stability, BRIICS compared to OECD 

BRIICS vs. OECD 2007 BRIICS vs. OECD 1997 
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Note: Each variable is presented for the BRIICS median country, compared to the OECD median country (which is normalised 
to zero). For each variable, a larger value indicates a riskier financial account position. Indicators are measured in multiples of 
the standard deviation across countries for the variable in question. 
Source: Ahrend and Valdivia (2012).  
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Figure 10. In the decade prior to the recent financial crisis, financial account structure  
became more conducive to financial stability in the BRIICS while it became riskier in the OECD 

Financial account related risk factors to financial stability, 2007 compared to 1997 

BRIICS 2007 vs. BRIICS 1997 OECD 2007 vs. OECD 1997 
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Note: Each variable is presented for the BRIICS (respectively OECD) median country in 2007, compared to the situation in 
1997 (which is normalised to zero). For each variable, a larger value indicates a riskier financial account position. Indicators are 
measured in multiples of the standard deviation across countries for the variable in question.  
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Figure 11. In 2007, neither the BRIICS nor the OECD had a set of structural policies  
that looked a priori more conducive to financial stability 

Various structural policies conducive to financial stability, BRIICS compared to OECD 
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(1) Last available data, 2005. 
(2) Last available data, 2006. 
(3) Partner countries' share in world GDP. Last available data 2002. 

Note: Each variable is presented for the average BRIICS, compared to the average OECD country (which is normalised to 
zero). The variable is measured in standard deviations of the sample. Values above zero indicate a policy stance that is more 
conducive to financial stability. Corporate tax rates are not included as they have been a tool to determine the financial-stability 
impact of tax treatment that favours debt over equity finance (for which data are not available). 
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